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COMMENTS
THE LIMITLESS LIMITS OF THE
FOREIGN TAX CREDIT
INTRODUCTION
The United States permits those who are taxed twice on income
derived from foreign sources to credit 1 taxes levied by foreign countries against their United States tax liability. However, in order to
protect United States' tax revenues derived from income earned
domestically, the amount of the credit is limited to the provisional
United States tax on world-wide income multiplied by a fraction the
numerator of which is foreign source income and the denominator of
which is world-wide income. Nevertheless, under the present statutes
there are no limits for those taxpayers who are able to manipulate the
sources and amounts of their foreign income; while those who are less
fortunate remain at least somewhat constrained.
The purpose of this comment is to describe some of the problems
that exist in the present system of foreign tax credits, and to set forth
some suggested improvements that can be made. The discussion
proceeds in four steps: (1) a description of the growth of the present
statutory framework, including a discussion of the political and economic factors which purported to influence its development; (2) an
examination of the operation of the credit system and its limitations;
(3) an examination of the limitations in greater detail with illustrations of how they are rendered largely impotent by their own internal
qualifications, by subsequent tax treaties, and by careful tax planning,
and a description of the resultant inequities which they have on both
the government revenues and the individual taxpayers; and (4) a
proposed change in the credit system which would strike a more perfect
balance between the interests of the United States and those who
derive income from foreign sources.

1
INT. REV. CODE oF 1954, §§ 901-906 [hereinafter cited as IRC unless to do so would
confuse current codes with previously existing codes].
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I. LEGISLATIVE HISTORY
From the very start of the modern income tax the United States has
asserted jurisdiction
to tax on the basis of two factors-citizenship and
2
source of income.
The position taken by the United States is that it has the power to
tax its citizens on "all income from whatever source derived." 3 Nonresident aliens and foreign corporations, as a general rule, are taxed
only on their income derived from United States sources. 4 The United
States taxes some foreign income, therefore, on the basis of nationality and other income on the basis of source while another nation may
tax that same income solely on the basis of source. When United States
citizens do business in a country which levies its taxes on the basis of
the source of income, they may be subjected to a double tax,' viz., a
tax at the source as well as the domestic United States tax.6 In order
to alleviate the burdens of double taxation the United States has
unilaterally permitted its taxpayers, and certain nonresident individuals and foreign corporations, 7 either to credit foreign taxes paid or

'Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56 CoLum.
L. Rxv. 815 (1956).
'IRC § 61(a). The power to tax United States citizens on foreign income was recognized
in Cook v. Tait, 265 U.S. 47 (1924).
'IRC §§ 861-896. See generally, Jones, The Effectively Connected Concept and Taxation of Domestic Source Income, N.Y.U. 26TH INST. N FED. TAx. 389 (1968); Clary,
Income Tax Treaty Source-of-Income Rules: How They Are Applied, 28 J. TAXATioN 12
(1968).
'A careful distinction must be made between "double taxation" and "duplicate taxation." "Double taxation" is normally considered to be more than one tax imposed on
the same item, source of income, or piece of property by single or multiple taxing
jurisdictions. "Duplicate taxation" is taxation of the same item, but applied to different
portions of that item. An example of "double taxation" is a property tax based on value
levied twice by a municipality, once to defray the costs of local improvements and a
second time to fund the school system. An example of "duplicate taxation" is a property
tax levied on the first $10,000 value by the municipality and a second tax levied on the
second $10,000 of value by the same or some other taxing authority. See Federated
Mutual Implement & Hardware Insurance Co. v. Commissioner, 266 F.2d 66, 69-70 (8th
Cir. 1959) and authorities cited therein.
6This would occur, for example, whenever the foreign nation in which income is
derived taxes nonresident aliens and foreign corporations under rates similar to those
in IRC §§ 871 and 881.
'The Foreign Investors Tax Act of 1966, Pub. L. No. 89-809, 80 Stat. 1541, taxes
some non-citizens on foreign income, provided the income is effectively connected with
the conduct of a United States trade or business. See IRC § 871. When non-citizens are
taxed on foreign income, they are eligible for a foreign tax credit, pro tanto. IRC § 906.
See also IRC § 901(c). Otherwise, non-citizens are not eligible for the credit. Because
taxation of non-citizens on foreign income is so infrequent, the application of the credit
to such persons will not be considered further in this paper.
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accrued against United States taxes due, or to deduct foreign taxes
paid from gross income prior to determining the taxes due. 8 The implementing legislation designed to accomplish this purpose has been
codified in IRC sections 901-906.1
Prior to 1918 the tax imposed by foreign countries at the source of
income was treated for United States tax purposes in a manner substantially identical to the present treatment afforded domestic state
levied taxes.10 That is, the foreign tax was to be treated as a deduction
from overall gross income in arriving at the amount of taxable income.
As American corporate enterprises became more sophisticated and
expanded into foreign markets during the beginning of the twentieth
century, pressures were exerted to exclude all foreign source income
prior to the determination of taxes due the United States where either
the income producing property or its recipient were located outside
United States territorial limits. This would allegedly enable domestic
corporations operating through foreign subsidiaries and branches to
compete more effectively with foreign corporations in the foreign
market. The result of these pressures was the enactment of certain
provisions in the Revenue Act of 1918 which enabled the taxpayer,
whether a corporation or a citizen, to treat foreign taxes on "income,
war profits and excess profits" as a credit against taxes imposed in the
United States on world-wide income." However, this legislation was
directed against foreign taxation of United States citizens deriving
income abroad rather than an amelioration of United States tax on
"The tax credit is granted to all taxpayers who are subjected to a United States tax
on income derived from foreign sources in addition to a tax at the source. Usually only
citizens, residents and domestic corporations are subject to this double tax, see note 44
infra and accompanying text, but when non-nationals fall into this category they are also
eligible for the credit.
'Although the primary focus of this comment is the limitations imposed upon the
crediting of foreign taxes, an understanding of the complete credit system is essential.
Therefore, Part I of this comment treats the credit system as a unit. See generally, R.
Baker, Taxation of Foreign Income and Foreign Business in Europe, TAx INsT=TE op

AiumcA,

TAXATION OF

FoamIxr

INcomm 3 (1966).

"'IRC § 164:
(a) General Rule.-Except as otherwise provided in this section, the following taxes
shall be allowed as a deduction for the taxable year within which paid or accrued: ...
(3) State and local, and foreign, income, war profits, and excess profits taxes ....
"Revenue Act of 1918, ch. 18, §§ 222(a) (1) relating to individuals and 238(a) relating
to corporations, 40 Stat. 1073, 1080; Hearings Before the House Committee on Ways and
Means on the Revenue Act of 1918, 65th Cong., 2d Sess. 648 (1918); Surrey, supra note
2, at 818 n.4; see also HearingsBefore the Senate Committee on Finance on the Internal
Revenue Code of 1954, 83d Cong., 2d Sess. 858 (1954).
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foreign source income. The United States could have elected to merely
forgo the imposition of any tax on income earned without its territorial
limits, in which case it would have become a "source" country. In
acceding to the equitable argument premised on the avoidance of
double taxation, the United States apparently was maintaining its
position as a classical mercantile state. - It was appreciated that
domestic industries needed encouragement in the form of relief from
excessive tax, but it was also thought that, as the parent nation of
these industries, it was rendering valuable services which justified the
derivation of some revenue from all of their activities.
This can be termed the "concept of tax sovereignty," a concept
wherein the country of nationality, to the extent it is in control, determines for itself the manner in which tax laws affect its citizens.
Under this concept, the United States asserts that it has jurisdiction
to tax its nationals on their world-wide income, but it also recognizes
that the country of source has the primary right to impose a tax on
income derived therein because it has most directly contributed to the
production of that income. Therefore, to the extent the source country
levies a tax, United States revenues are reduced. To the extent that
the source tax rate is less than the United States tax rate, the United
States collects the difference. It was this rationale which underlay the
original grant of the tax credit and which, with minor modifications,
is still the basis for United States tax policy in the context of multination business enterprises.' 3
Initially there were no limits placed upon the amount of foreign
"This position was articulated by the Supreme Court in Cook v. Tait, 265 U.S. 47, 56
(1924):
. . . [T]he basis of the power to tax was not and cannot be made dependent upon
the situs of the [income producing] property in all cases, it being in or out of the
United States, nor was not and cannot be made dependent upon the domicile of the
citizen, but upon his relation as of the latter to him as citizen ....
. [G]overnment by its very nature benefits the citizen and his property wherever
found.
Cook involved the claim of an individual citizen who challenged the power of the
federal government to subject his foreign property to a tax. The case does not, therefore, apply to corporations who owe their existence to a foreign state. The fiction of
incorporation maintains magical significance when the United States seeks to impose
the consequences of taxation on "controlled" foreign corporations. See authorities cited
in note 94, infra.

'Paper of the United States Council of the International Chamber of Commerce,
Inc., on United States Tax Policy and Foreign Investment, Joint Committee on the
Economic Report, Federal Tax Policy for Economic Growth and Stability, 84th Cong.,
1st Sess. 922 (1955) ; Surrey, supra note 2, at 823.
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taxes creditable against United States taxes so that it was possible to
utilize the credit to defeat even United States taxation of United
States source income. However, in 1921,14 and as amended in 1932,'1
limiting legislation was enacted which provided that the amount which
could be credited should not exceed the United States tax imposed
upon that portion of total world-wide income attributable to that particular country on a country-by-country basis.
In 1942 the involvement of the United States in World War II and
the resulting expansion of United States foreign business activities
led to a liberalization of the tax credit sections of the 1939 Internal
Revenue Code. The changes included an option to elect to treat foreign taxes as either a credit or as a deduction, 6 to enlarge the concept
17
of creditable taxes to include taxes levied "in lieu of" income taxes,
and to allow for second-tier foreign subsidiary taxation crediting."
The liberalizing trend continued through the post-war years and into
the Eisenhower administration, whose foreign policy was to a large
extent based upon the encouragement of American investment abroad.
It was believed that foreign aid could be most efficiently administered
in terms of accomplishing national objectives by allowing the individual businessman to operate in his own self-interest. 19 In order to promote such activity, incentive legislation was enacted which included
provisions designed to allow the taxpayer the option to credit his foreign

"'Revenue Act of 1921, ch. 136, §§ 222(a)(5),, 238(a), 42 Stat. 249, 258. In a
situation where the foreign tax rate is in excess of the United States tax rate a complete
credit of the foreign taxes actually paid would effect a reduction in United States
revenues from income derived solely within its boundaries. For example:
Assume that an individual has $10,000 of taxable income earned within the
United States which, at a tax rate of 30%, would produce $3,000 of revenue.
If in addition the individual earns $10,000 in a foreign country and is there
subjected to a 607 tax, he could credit the $6,000 of foreign tax against his
$20,000 of world-wide income (all of which is taxable to him in the United States)
and thus all revenues to the United States would be eliminated.
" Revenue Act of 1932, ch. 209, § 131(b) (1), 47 Stat. 211.
" Int. Rev. Code of 1939, § 13 1(a) (1), 53 Stat. 56. If foreign rates were considerably
in excess of the United States rate, the amount not creditable would be wasted.
Therefore, it was more advantageous to deduct all of the foreign taxes paid rather
than crediting only the allowable portion.
'Int. Rev. Code of 1939, § 131(h), added by the Revenue Act of 1942, 56 Stat. 8S8.
'This
provision enabled a domestic corporation to credit or deduct the amount
of taxes paid to a foreign country by a foreign sub-subsidiary controlled by its
foreign subsidiary to the extent dividends were received by the United States taxpayer.
Int. Rev. Code of 1939, § 131(f), 53 Stat. 57-58.
'See Slowinski, Federal Taxation and Foreign Policy, 20 U. Fra. L., REV. 489, 491
(1968).
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taxes paid on either an overall or a country-by-country basis, 20 and to
allow the taxpayer to carry back any unused credit to the two previous
years and forward to the succeeding five years.2
With the advent of a Democratic administration in 1961, which
placed a high priority on the domestic economy, the focus of United
States foreign tax policy shifted from an emphasis on promoting
United States investment abroad to a concern with reversing gold outflows. 22 The use of American investments abroad as a vehicle to pro-

mote foreign economic security had apparently been too successful
since the foreign industries aided by American dollars were now
effectively competing with domestic industries in the United States.
As a consequence, and apart from any possible tax incentives, the
higher return which could be made on investments in foreign industries
might have led to a scarcity of available investment funds for domestic
expansion. Thus, to stem the outflow of needed investment funds and
gold reserves, the Kennedy administration proposed a tightening of
the tax provisions which were encouraging foreign investment by requiring that tax credits be subjected to a "grossing-up" if obtained
through foreign subsidiaries,2 and by requiring a separation of special
types of foreign interest income from other taxes creditable against
United States taxes due with separate limitations on each. 4 This
change in outlook was quite apparent: 2 5
It was clear from 1960 to 1961, the Executive branch of the federal
government had reversed its position on [foreign investment tax incentive
legislation] and the pendulum had swung from encouragement of private
investment abroad to pressuring industry to curtail its private foreign
investments and reduce its competition with foreign competitors or foreign
corporations.
The legislation which ultimately evolved from this change in emphasis was included in the Revenue Act of 196228 which introduced

'IRC § 904(a).
mIRC § 904(d).
'See Slowinski, supra note 19, at 491.
'IRC § 902(a)(1). The requirement that credits be included in gross income before
determining United States taxes due was limited to taxes levied by so-called "not
less developed countries." IRC § 902(d).
2
'IRC § 904(f).
SSlowinski, supra note 19, at 492.
'Pub. L. No. 87-834, 76 Stat. 960.
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subpart F and the concept of subpart F income 2 The Act, as it related to foreign tax policy, was primarily directed to the elimination
of or substantial reduction in the benefits previously derived from
"tax haven" corporations. 28 Other measures which had an impact,
either directly or tangentially, on credit limitations enacted during
the Kennedy administration included: (1) a reduction of United States
domestic corporate tax rates in an effort to encourage internal economic growth of businesses; 9 and (2) a special temporary excise
taxs0 imposed on purchases of foreign securities in order to make
foreign security investments less appealing. While the Interest Equalization Act was curtailing foreign securities investments, the Foreign
Investors Tax Act of 196631 was attempting to encourage foreign investors to enter the domestic American market. However, other than
the foregoing legislative innovations, the indirect credit of IRC section
902's "grossing-up" provisions and the separate interest treatment of
IRC section 904 are the only significant alterations which have been
made in the foreign tax credit subpart since 1960.
II. THE MECHANICS OF THE FOREIGN TAX CREDIT
A. What Taxes May Be Credited
Under IRC section 901 (a) and (b) and the associated regulations

'IRC §§ 951-964. In general, subpart F purports to impute certain types of income
to United States shareholders of controlled foreign corporations whether or not such
income is actually distributed. It is somewhat analogous to the excess accumulated
earnings tax (IRC §§ 531-537) only levied on the shareholders directly, although it
probably could not be said that Subpart F represents a "penalty". These sections have
been described as "complex, confusing, and, in some cases impossible to apply or
administer." Slowinski, supra note 19, at 492.
'See generally Ardinoff, Special Probelms Involved in Dealings Between United
States Corporations and Foreign Related Corporations, N.Y.U. 25TH INST. ON FaD.
TAx. 413; Kauder, Taxation of Domestically Controlled Foreign Corporations: A
Comparative Study of Subpart F and Section 482, 14 ViL,. L. Rzv. 260 (1969).
See also Comment, Tax Aspects of Doing Business Abroad, 17 DE PAUL L. Rav. 153
(1967).
" President's Special Message on Tax Reduction and Reform, H. R. Doc. No. 43, 88th
Cong., 1st Sess. 4 (1963):
Our balance of payments should be improved by the fiscal policies reflected in this
program. Its enactment-which will make investments in America more profitable,
and which will increase the efficiency of American plants, thus cutting costs and
improving our competitive position in world trade-will provide the strongest possible economic backing for the dollar.
e The Interest Equalization Tax Act, Pub. L. No. 88-563, 78 Stat. 809.
"Pub. L. No. 89-809, 80 Stat. 1541.
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a taxpayer is granted an option 32 to credit against United States' taxes
"... the amount of any income, war profits, and excess profits taxes

paid or accrued during the taxable year to any foreign country or to
any possession of the United States ... I'l and "taxes deemed to have
been paid under sections 902 and 960."'84 Additionally IRC section 903

provides:
For purposes of this subpart and of sections 164(a) and 275(a) the
term "income, war profits, and excess profits taxes" shall include a tax
paid in lieu of a tax on income, war profits, or excess profits otherwise

generally imposed by any foreign country or by any possession of the
United States (emphasis added).
The credit of taxes paid "in lieu of" income taxes3 5 was adopted because it was felt that some countries, solely as a result of "administrative difficulties of determining net income or taxable basis within that
country," were imposing a substituted tax measured by some other
more readily determined criterion. 6
The determination of a particular tax's character is of critical importance since if the tax is determined to be other than a tax of the
type specifically set out in the statute it can not be credited.3 7 In de-

'A
taxpayer may deduct, rather than credit, foreign income taxes. IRC § 164.
For example, a taxpayer electing the "overall" limitation may have no credit under
the limitations of section 904 if losses from one foreign source are equal to or exceed
the income from a second foreign source. Taxes imposed by the second foreign
source could nevertheless be deducted if the taxpayer elected to deduct foreign taxes
paid rather than to credit them. A deduction might be preferable in a limited number
of circumstances such as where total operations abroad have resulted in a loss despite
some taxable gain in discrete segments which have been subjected to a tax.
'IRC § 901(a).
'IRC § 901(a). This portion of IRC § 901(a) applies only to corporate taxpayers.
'See note 45 infra and accompanying text.
c'S. REP. No. 1631. 77th Cong., 2d Sess. 131 (1942). As an example, a foreign
jurisdiction may measure its tax on the units of product manufactured. The underlying
policy behind IRC § 903 is that the administrative procedures of the foreign jurisdiction should not have a determinative influence on the tax incidence of predominantly
United States industry. IRC § 903 also evidences a Congressional intent that IRC § 901's
use of "income tax" should be given a broad interpretation.
It must be remembered that the granting of any credit is a matter of legislative
grace; thus Congress has complete discretion. See, e.g., Federated Mutual Implement
& Hardware Insurance Co. v. Commissioner, 266 F.2d 66 (8th Cir. 1959); Commissioner
v. Ferrer, 304 F.2d 125 (2d Cir. 1962) ; but cf. Gentsch v. Goodyear Tire and Rubber Co.,
151 F.2d 997 (6th Cir. 1945). Further, there is no Constitutional requirement that
Congress eliminate double taxation. See Federated Mutual Implement & Hardware
Insurance Co. v. Commissioner, 266 F.2d 66, 69 (8th Cir. 1959).
' It can, of course, be deducted either as a tax or as an ordinary and necessary
business expense. IRC § 162.
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termining whether a given foreign tax is a creditable tax, United
States standards are applied; thus the name given to the foreign tax
by the foreign jurisdiction does not govern. As was stated by the
38
Supreme Court in Biddle v. Commissioner:
The power to tax and to grant credit resides in Congress, and it is the will
of Congress which controls the application of the provisions for credit. The
expression of its will in legislation must be taken to conform to its own
criteria unless the statute, by express language or necessary implication,
makes the meaning .

..

., and hence the operation of the statute . . .

depend upon its characterization by the foreign statutes and by decisions
under them.
In Keasbey & Mattison Co. v. Rothensies, 9 the first appellate court
opinion ruling upon the definition of "income taxes" as used in what is
now IRC section 901, it was determined that40 "an income tax is a
direct tax upon income .... The defined concept of income has been
uniformly restricted to a gain realized on a profit derived from capital,
labor, or both," 41 and that, therefore, despite the foreign labelling42
-302 U.S. 573, 578 (1938); accord, National Cash Register Co. v. United States,
270 F. Supp. 930 (S.D. Ohio 1967). It should be noted that the precise holding in
Biddle was not that all recourse to foreign law was barred. It merely provided that
foreign law should not be controlling, and that it was only one of several factors to
be considered in ultimately characterizing the particular foreign tax.
133 F.2d 894 (3d Cir. 1943) cert. denied 320 U.S. 739 (1943).
'0 d. at 897.
'Consider, however, the effect of subsequent U.S. decisions which have broadened
the concept of "income" considerably. See, e.g., Eustice, Contract Rights, Capital
Gain and Assignment of Income-the FerrerCase, 20 TAx L. Rav. 1 (1964).
"A substantial amount of litigation has involved the characterization of foreign
taxes by use of analogous United States law. As derived from the litigation, the
appropriate standard of measurement is whether the foreign tax sought to be credited
is a "substantial equivalent of payment of the tax as those terms are used in . . o
[the Internal Revenue Code]," Biddle v. Commissioner, 302 U.S. 573, 579 (1938), a
particularly flexible guideline. See, e.g., 5 J. MERTENs, LAW oF FEDERAL INcomm
TAxATION §§ 33.05 and 33.06 (1969) in which 108 separate rulings are listed and the
general disclaimer under the listings in 4 P-H FED. TAXES ff 30,538 (1969). See, e.g.,
Lannan & Kemp Barclay Co., 26 T.C. 582 (1956); Commissioner v. American Metal
Co., 221 F.2d 134 (2d Cir. 1955); New York & Honduras Rosario Mining Co. v.
Commissioner, 168 F.2d 745 (2d Cir. 1948); Keasbey & Mattison Co., v. Rothensies,
133 F.2d 894 (3d Cir.) cert. denied 320 U.S. 739 (1943).
Flint v. Stone Tracy Co., 220 U.S. 107 (1922). The Corporation Tax Cases can be
cited to sustain the proposition that the name attached to a given tax is to be considered irrelevant in deciding the actual characterization under United States tax laws.
See also New York & Honduras Rosario Mining Co. v. Commissioner, supra, where
the court reversed a Tax Court ruling, 8 T.C. 1232 (1948), which had relied upon
Keasbey & Mattison Co. v. Rothensies, supra, bemuse it believed that there were
compelling policy reasons for giving effect to its view of Congressional intent embodied
in the tax credit sections to alleviate double taxation and
to encourage domestic corporations to do business abroad without having to
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of the imposed tax as an annual profits tax, the tax was in reality a
tax on doing business and not within the definition of the concept of
43

income.

B. Who May Claim the Credit
The general rule is that the credit is to be taken only by the person
on whom the tax is levied," but this rule is to some extent qualified by
the application of IRC section 902 which allows a domestic corporaoperate through a foreign corporation, the inducement being that their income
from operations abroad should be taxed only once.
168 F.2d at 749; accord, Gentsch v. Goodyear Tire & Rubber Co., 151 F.2d 997 (6th
Cir. 1945).
In situations where a tax has an income element as well as other elements, the
Commissioner will characterize the tax as a single unit according to its predominate
nature. In so doing he will either allow or disallow the credit of the entire amount
including its non-income elements. Rev. Rul. 56-51, 1956 Cum. BuLL. 320; B.
BITTKER & L. EBB, UNITED STATES TAXATiON or FOREIGN INcomm AND FOREIGN PERSONS
242-44 (2d ed. 1968).
'The theoretical approach to characterization is that there should be an examination
into the impact which a foreign tax has upon the foreign source income. If the tax
burden can be shifted to the purchaser of the product then it should not be considered
an income tax, whereas a tax which is "a function of profits [and thus] will reduce the
rate of return" should be entitled to a credit. Surrey, supra note 2, at 820. See also
Note, Characterizationof an Income Tax for the Purpose of the Foreign Tax Credit,
14 VANse.L. REv. 1469 (1961). The difficulty with this approach is that there is insufficient economic data to evaluate who actually bears the burden of any tax. It might
be argued that the corporate taxpayer passes along all taxes just as it would any other
cost of doing business. Nevertheless the characterization approach would seem to he
very much in keeping with the policy underlying the tax credit, which is that the
taxpayer actually burdened with the tax should be the only taxpayer allowed a credit.
No satisfactory reasoning has been given as to why the foreign tax credit provisions
are limited to the concept of an income tax. The only discovered effective discussion
of this point appears in Surrey, supra note 2, at 820-22, but the author there does
not reach any conclusions. The failure to adequately define the reasoning behind the
application of the credit provisions to income taxes has, in large measure, led to much
of the confusion which surrounds the tax characterization litigation. Of course even
if the tax is not characterized as an "income tax" the deduction provisions of IRC § 164
are still available.
"See generally 5 J. MERTENs, LAW or FEDERAL INcOmE TAXATION, § 33.02 (1968).
IRC § 901(b)(1)-(5) lists the various categories of taxpayers who may claim the
credit: (1) citizens and domestic corporations, (2) residents of the United States and
Puerto Rico, (3) alien residents, (4) nonresident aliens and foreign corporations as
described in IRC §§ 876 and 906, and (5) members of partnerships and beneficiaries
of estates who are individuals described in the foregoing four categories. Only persons
who are subject to both a United States and a foreign tax on foreign income may
claim the credit. Thus, nonresident aliens may not usually claim the credit unless they
have income from sources outside the United States which has been subject to a tax
by a foreign country but which is "effectively connected" with the conduct of a
trade or business within the United States because of the application of IRC § 874(c).
Jones, Foreign Investors' Tax Act-The "Effectively Connected" Concept and Taxation
of Domestic Source Income, N.Y.U. 26th INST. or FED. TAx. 389 (1968).
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tion owning at least 10% of the voting stock of a foreign corporation
to deem itself to have paid a portion of the foreign income, war profits
or excess profits taxes which the foreign corporation paid, and provided that there has been a dividend distribution. In other words,
since the taxes paid by a foreign corporation tend to diminish the
availability of earnings and profits for dividend distributions, the
domestic corporation should be allowed to credit a portion of those
taxes as measured by the ratio of dividends received to accumulated
profits in excess of the taxes accrued or paid multiplied by the foreign
tax. 5 The use of IRC section 902 is limited to domestic corporate
shareholders so that individual shareholders are barred from utilizing
the "deemed paid" credits despite the fact that the individual shareholder might own 1007 of a foreign corporation's voting stock.4 In
certain countries, however, a tax is levied directly on dividends so that
it might be possible to argue that to the extent such a tax imposes a
legal liability on the dividend recipient he should be allowed a credit.
The critical factor, therefore, is establishing that the legal liability
is that of the claiming corporate taxpayer, and not that of the foreign
1This formula represents the taxes paid by a domestic corporation owing at least
107o of a foreign corporation which is not in a "less developed" country as defined in
IRC § 902(d) and Treas. Reg. 1.902-(4)(a) (1965). The taxes deemed paid in the
case of a less developed country are treated in a similar fashion, but without a requirement for "grossing-up" and with a different definition of accumulated profits.
See IRC § 902(a)(1) and (2); IRS § 902(c)(1)(A) and (B); Treas. Reg. § 1.902-(1)(5) (1965). See also Corneel, Grossing-up, 38 TAxEs 507 (1960); Stock, "Grossing-up"
Foreign Dividends, 39 TAxEs 646 (1961); Friedman and Silbert, Doing Business Abroad:
Effects of the Revenue Act of 1962, N.Y.U. 23RD INsT. ox Fan. TAx. 945 (1965). See
American Chicle Co. v. United States, 316 U.S. 450 (1942). A detailed discussion of
IRC § 902 is beyond the scope of this paper; however, it is to be remembered that the
rules of IRS § 902 apply to distributions by certain foreign sub-subsidiaries to foreign
subsidiaries to domestic corporations where the foreign subsidiary owns 50% of the
stock of the foreign sub-subsidiary. These so-called second-tier corporations are
governed by IRC § 902(b) and applicable Regulations. Additionally, the "in lieu"
provisions of IRC § 903 apply throughout Subpart A of Chapter 1 which includes
IRC § 902.
For a discussion of the grossing-up provisions of IRC § 902 and their effect on the
availability of a credit when the foreign tax rate is higher than the domestic rate as
compared with the results in situations when the foreign rate is lower, see Slowinski
and Haderlein, United States Taxation of Foreign Income: the Increasing Role of the
Foreign Tax Credit, 1965 U. Izrm. L.F. 471, 473-77.
"In addition to those dividends actually received, a domestic corporate shareholder
will also utilize those dividends which are imputed to it under IRC § 960 should it
be determined that the foreign subsidiary has realized "Subpart F income," whereas
an individual with attributed dividends may not. This "indirect" credit may be considered a type of substitute for the dividends received deduction of IRC § 243, since
IRC § 243 does not ordinarily apply to dividends received from foreign corporations.
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corporation. The foreign corporation must be shown to be acting
47
merely as a collecting agency.
C. General Limitations on the Amount of Tax Creditable
As previously noted,48 the unbridled use of credit provisions could
result in foreign tax payments eroding United States' tax revenues
whenever foreign effective tax rates are higher than domestic effective
tax rates. Therefore, the United States enacted IRC section 904 which
purports to limit the amount of foreign taxes creditable. Whether it in
fact does so is the main concern of this comment.
49
The rationale of the United States'
tax credit system is based on two principles: first that the place of source
has the first claim on the taxpayer's income and second, that the crediting
country, as the country of nationality, may properly impose an additional
tax to the extent income has not already been taxed at its source at a
rate as high as that of the crediting country.
The credit provisions are designed to cause tax rates on foreign income
to approximate the domestic rates which would be imposed on the
same amount of income, and at the same time provide protection for
United States revenues from United States source income." Generally
speaking, the tax credit limitations of IRC section 904 define the
maximum credit allowable as that portion of United States taxes levied
against world-wide income before any allowance for credits which
foreign source income bears to world-wide income." In formula form
this is:
See Biddle v. Commissioner, 302 U.S. 573 (1938), wherein the British tax on
dividends was held to be a corporate liability of the foreign subsidiary and thus the
tax credit and deduction were denied.
"'See notes 13 and 14 supra and accompanying text.
"E. OwExs, THE FOREIGN TAX CREDIT 296 (1961). Of course this rationale is
superimposed on the assertion of tax jurisdiction by the United States on "all income
from whatever source derived." See note 3 supra.
0Id. at 292.
'Another way of phrasing the limitations appears in Ardinoff, supra note 28, at 416:
Section 904 limits the amount of the tax credit for foreign taxes paid to the
quotient of the United States tax times a fraction the numerator of which is
taxable income from sources within a foreign country or without the United States,
depending on whether the per-country or overall limitation is elected, and the
denominator of which is total taxable income.
For a discussion of the per-country and overall limitations see Note 63 infra and
accompanying text.
17
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foreign source
taxable income
world-wide taxable
income

X

provisional U.S.
tax on world-wide
taxable income

-

maximum credit
for foreign
taxes paid

This rather simple formula is deceptive in that it glosses over some
rather subtle difficulties. For example, does foreign source income
include 100% of foreign source capital gains or do the provisions of
IRC section 1202 apply? In Motland v. United States5 2 this issue
was resolved in favor of including only 50% of foreign source capital
gains,"3 but it does illustrate that the suggested formula can not be
applied mechanically. With that qualification, a correct statement
probably is that income not taxed abroad but taxed in the United
States is included in both the numerator and the denominator, while
income not taxed domestically should be excluded from both the nu54
merator and the denominator even though it may be taxed abroad.
The reason is that "world-wide taxable income" is determined by reference to United States rather than foreign law. This seems somewhat
inconsistent, however, in that the avowed purpose of the foreign tax
credit is the avoidance of double taxation55 which would indicate that
only income which is in fact taxed twice should be included in determining what the tax credit limitations are.55
82192 F. Supp. 358 (NJ). Iowa 1961).
'It should be noted that although only 50% of the foreign source capital gain is
included in the credit limitation formula, the fact that the domestic capital gains rate
is considerably lower than the overall rate is not reflected. Thus if taxpayer derives
foreign source capital gains taxed abroad at an effective rate of 40%, he may match
that rate against his overall United States rate even though the discrete tax on that
gain would only be 25%.
Problems of source determination are also glossed over by this formula; i.e., what
happens if the foreign jurisdiction asserts that a particular kind of income is considered
to have been earned there and subjects it to a tax while the United States claims
that it was earned here?

" G.C.M. 22556 1941-1 C.B. 310; Rev. Rul. 62-67, 1962-1 Ctar. BULL. 128; Carstairs
v. United States, 75 F. Supp. 683 (E.D. Pa. 1936); Motland v. United States, 192
F. Supp. 358 (Nfl. Iowa 1961); L. Helena Wilson, 7 T.C. 1469 (1946); Helvering v.
Campbell, 139 F.2d 865 (4th Cir. 1944).
Consideration also should be given to the application of IRC provisions dealing
with income which is derived partly within and partly without the United States and
their impact on the limits of IRC § 904. See IRC § 863 and Regulations promulgated
thereunder.
'Burnett v. Chicago Portrait Co., 285 U.S. 1 (1931); American Chicle Co. v.
United States, 316 U.S. 450 (1942); Annot. 12 A.L.R.2d 359 (1950); 134 A.L.R. 1433
(1941); Federated Mutual Implement & Hardware Insurance Co. v. Commissioner, 266
F.2d 66 (8th Cir. 1959).
'Gordon Duke, 34 T.C. 772 (1960).
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To demonstrate this inconsistency consider the situation where a
domestic corporation incorporates a foreign subsidiary in Japan, utilizing a plan which qualifies under IRC section 351 so that there is no
gain or loss recognized in the United States upon the transfer of
property to the Japanese subsidiary, but which is taxed as a recognition transaction under Japanese lawY7 Assume that the Japanese tax
on the incorporation is 20% and that the amount of the realized and
recognized gain is $50 million, so that the tax liability in Japan is $10
million. If the domestic corporation has no other foreign income, none
of the $10 million may be credited because under United States law
the $50 million is not considered to be income. While this may seem
harsh in light of the fact that the domestic corporation takes a substituted basis in its stock,5" granting a credit under the circumstances
would lead to a decrease of U.S. revenue on income from sources
within the United States.
Assume alternatively that the same taxpayer does not engage in
the transaction described in the preceding paragraph but instead has
royalty income from Japan of $30 million, taxed in Japan at a rate of
10 percent under a treaty limitation. 9 If the corporation's overall U.S.
tax rate is 50 percent, 60 the tentative U.S. tax of $15 million on the
royalty income is reduced to $12 million after the credit. Under these
circumstances, the taxpayer has an "excess credit" of $12 million.
Suppose finally that the taxpayer incorporates, as described above,
and also has the $30 million of royalty income. In such a case the
basic question is whether foreign "income taxes" on something that
is not income under United States law should be made eligible for the
' Assume that prior approval by the Commissioner under IRC § 367 is obtained
so that in fact gain would not be recognized domestically. In general, IRC § 367
requires that prior approval be obtained from the Commissioner where international
transactions fall within the scope of certain designated non-recognition provisions of
the Code in order to prevent the avoidance of federal taxation. The ramifications of
obtaining approval under IRC § 367 are beyond the scope of this paper. For a discussion of these issues see Eustice, Tax Problems Arising from Transactions Between
Affiliated or Controlled Corporations, 23 TAx L. REv. 451 (1958); Herskovitz, New
Objective Test Established by IRS for Favorable Section 367 Rulings, 29 J. TAXATbox
158 (1968).
'IRC § 362(a)(1).
'A frequent provision of most of the bilateral tax treaties into which the United
States has entered is one in which income from royalties, interest and dividends is
taxed at a reduced rate. Ten percent is a typical rate for interest income. See e.g.,
Income Tax Treaty with Japan f 4405 CCH Tax Treaties (1965).
' The United States' effective tax rate for corporations will be considered to be
50% unless otherwise stated.
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credit, subject to the limitations of IRC section 904. It seems settled
that they may be so credited. Thus, the maximum credit is $15 million
(50 percent of foreign receipts treated as "income" under U.S. law)
and total foreign taxes (including taxes on a realized gain that is not
"income" under U.S. law) are $13 million. All taxes may be credited.
It is precisely this kind of "matching" of foreign receipts and taxes
that makes the limitations of IRC section 904 ineffective in some cases.
A taxpayer might pay foreign taxes which would otherwise be noncreditable (either because foreign rates exceed U.S. rates or the foreign
gain is not "income" under U.S. law), but which become creditable
because of "excess limitations" attributable to items of foreign income
taxed at low rates, often pursuant to a treaty.
As has been mentioned earlier"1 the Revenue Act of 1960 for the
first time allowed the taxpayer to make an election 2 to limit the
amount of foreign taxes creditable on either a per-country or an overall
63
basis.
The amount of the per-country limitation is equal to the portion of the
United States tax, against which a credit for taxes paid to a particular
country is claimed, which taxable income from sources within the country
bears to the total taxable income of the taxpayer. The per-country limitation restricts the amount of credit which may be taken... to the United

States tax on income from sources within that country in that year ....
The overall limitation ...

allows an averaging of foreign tax rates ...

in all countries in which foreign creditable taxes are paid ... in one taxable
"See

note 20 supra and acompanying text.
'IRC § 904(b) and Treas. Reg. § 1.904-1(d) (1964) specify the manner in which
the election is to be made. Unless the election is otherwise made, the per-country
limitation will be assumed to have been made.

3IRC § 904(a)(1):
PER COUNTRY LIMITATIONS.-In the case of any taxpayer who does not
elect the limitation provided by paragraph (2), the amount of the credit in
respect of the tax paid or accrued to any foreign country or possession of the
United States shall not exceed the same proportion of the tax against which such
credit is taken which the taxpayer's taxable income from sources within such
country or possession (but not in excess of the taxpayer's entire taxable income)
bears to his entire taxable income for the same taxable year.
IRC § 904(a) (2):
OVERALL LIMITATION.-In the case of any taxpayer who elects the limitations
provided by this paragraph, the total amount of the credit in respect of taxes
paid or accrued to all foreign countries and possessions of the United States shall
not exceed the same proportion of the tax against which such credit is taken which
the taxpayer's taxable income from sources without the United States (but not in
excess of the taxpayer's entire taxable income) bears to his entire taxable income
for the same taxable year.
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year. The overall limitation is equal to that portion of the United States
tax, against which credit is claimed, which the entire foreign source taxable
income of a taxpayer bears to its total taxable income. It restricts the
amount of credit which may be taken for aggregate taxes paid to all
foreign countries in a taxable year to
the United States tax on aggregate
4
foreign source income in that year.

In terms of the formula set out above the numerator is limited to income from one country if the per-country limitation is elected and
includes all foreign source income if the overall limitation is elected.6 5
D. Exceptions to the General Limitations
The liberalizing legislation enacted in 1959 added IRC section
904(d) 66 which enables the taxpayer to carry any unused tax credits,
under either the overall or the per-country limitations, back to the first
two preceding taxable years, and any remaining credit forward for
five years. 7 The policy behind this legislation was to alleviate double
taxation. The legislative history behind the enactment of the carryover
provisions indicates that there were instances where income was being
subjected to a double tax because of differences between the times at
which domestic and foreign taxes were imposed. For example, if the
taxpayer maintains his domestic accounts on the accrual basis and his
foreign accounts on the cash basis, the foreign tax would not be recognizable tax expense until paid and thus profits would be temporarily
overstated. Under IRC section 904(d) the excess credit may be
"E. OwENs, supra note 49, at 292-93.
'The taxpayer is entitled as a matter of statutory right to make the election to be
governed by the overall limitations provisions; however, a return to the per-country
limitations will mean that the taxpayer, in order to re-select the overall limitations,
must obtain prior approval from the Secretary or his delegated representative.
O'See note 21 supra and accompanying text.
Treas. Reg. § 1.904-2(b) (1964).
' The primary purpose for enacting the carryover provisions was to provide relief
for domestic businesses which may utilize different accounting methods than do their
foreign branches or subsidiaries, and thus creating the tax effect of identical accounting
methods while allowing for business consideration utilizations. See R. Rep. No. 775,
85th Cong., 1st Sess. 27-28 (1957). It seems strange, however, that Congress did not
enact legislation dealing more directly with these supposed evils when there were
provisions already in existence which the Commissioner could use to control accounting
methods. See, e.g., IRC §§ 481 and 482, but note that "generally accepted accounting
principles" in English speaking countries may vary considerably from those practices
which may be required by other nations, and thus even IRC § 446(b) may not be
of any help to the Commissioner. Note also IRC § 446(d) providing for taxpayers
who are engaged in more than one business. Also, it is difficult to understand why
Congress did not feel IRC § 905, which was in effect at the time IRC § 904(d) was
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carried back to a year in which the taxpayer had previously elected to
treat foreign taxes paid as a deduction rather than a credit, but an
excess credit can not be carried to any year and be treated in that year
as a deduction. When carried back to a year in which the taxpayer had
previously elected to treat foreign taxes paid or accrued as a deduction, the United States taxes due for that previous year must be recomputed as if the original election had been made to take a credit.
The carryover subsections are not optional and will be applied to any
excess limitation from another taxable year even if the taxpayer does
not choose to claim a credit under IRC section 901 for that particular
year0 9 The carryover provisions are limited so that an excess credit in
a year in which a taxpayer had elected a per-country limitation can not
be carried to a year in which there had been an election to treat foreign tax credits on the overall basis, and similarly an excess credit in
a year in which an overall limitation has been elected can not be
carried to a year in which the per-country limitation had been previously elected. In both cases, however, the years in which there are
conflicting elections are to be counted in determining which preceding
and succeeding years may be employed for excess carryovers. 70
Subsection (f) of IRC section 904 was added in 196271 as a measure
to discourage United States investment in foreign securities. The subsection operates as a per-country limitation on certain types of interest
income on investments,' 2 regardless of an election by the taxpayer to
use the overall limitation. Additionally the tax on the specified interest
income may not be aggregated with other income taxes levied by that
enacted, did not deal adequately with the apparent problems since it seems to be
directed to the same subject, viz., accounting methods by which the tax credit is to be
computed. It can be readily seen that the carryover provisions, when applied to
the Japanese incorporation example illustrating the inconsistency of the limitation
system, see notes 57 through 60 supra, and accompanying text, only further compound the inconsistency since it allows the uncredited Japanese tax to be utilized
as a credit against United States taxes levied on foreign source income, either from
Japan or from some other sources, for a total of eight years.
wTreas. Reg. § 1.904-2(d) (1964).
SIRC § 904(e)(2). A taxpayer may not care which limitations apply when all
taxes are creditable under either system. In the absence of an election per-country
applies. However, in later years, when there may be an excess, the taxpayer may
wish he had made an overall election because it would give him the greatest leeway
for carrying-back uncredited foreign taxes.
7 See note 24 supra and accompanying text.
"See IRC § 904(f)(2)(A)-(D). In general terms, the kind of interest income which
is included is that from passive investment sources, as distinguished from the active
conduct of a business resulting in industrial and commercial income.
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same foreign country."3 As to interest income, therefore, IRC section
904 adopts what might be called an item-by-item limitation. In other
words, any excess limitation arising out of low-taxed interest income
from one foreign source cannot be "matched" against other high-taxed
income or used to absorb taxes on items not considered income under
United States law.
III. EFFECTIVENESS OF THE CREDIT LIMITATIONS
After examining the legislative history behind the foreign tax credit
provisions74 and the way in which the provisions operate 7 5 a proper
question is whether or not the limitations of IRC section 904 are effective in protecting United States' revenue and in maintaining independent tax sovereignty.
A. Inherent Weaknesses of the General Limitations
If the limitations were enacted solely to ensure protection of United
States' revenue stemming from income derived from sources within
the United States then the limitations are reasonably effective. This is
obviously true when the effective tax rate in the foreign country or
countries is lower than the effective rate in the United States; under
such circumstances the limitations are not even called into effect.
Revenue is also protected when foreign rates are higher than United
States rates. This may be demonstrated by an example:

"See discussion in text accompanying note 127 infra in which it is argued that
separate treatment for separate types of income is a means of filling some of the gaps
in the credit limitation system.
IRC §§ 905 and 906 are not critical to the discussion of the limitation provisions.
rRC § 905(a) codifies rules concerning the years in which the tax credit may be
claimed under either a cash or an accrual method of accounting; IRC § 905(b) governs
the manner in which the taxpayer proves his credits; and IRC § 905(c) concerns the
method of adjusting credits taken when the accrual method is used. IRC § 906 governs
the credits allowed to aliens and foreign corporations engaged in a trade or business
within the United States; this section is analogous to the requirements imposed on
foreign countries by IRC § 901(c). It was hoped that by allowing qualified taxpayers
of foreign countries to credit taxes paid with respect to income "effectively connected
with the conduct of a trade or business within the United States," IRC § 906(a),
foreign investments in the United States would be encouraged and in turn stem the
outflow of gold. See note 31 supra and accompanying text.
-See notes 3 through 31 supra and accompanying text.
"See notes 32 through 73 supra and accompanying text.
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Assume domestic corporation A has $2 million of foreign source income
from foreign country F, whose effective tax rate is 60% and in addition A
has $8 million of domestic source income taxed in the United States at an
effective rate of 50%. The limitation on the amount A can credit is $1
million, computed as follows:
(foreign source
(Provisional United States
$2 million taxable income) X
tax on world- = $1 million
$10 million (world-wide
-widetaxable
taxable income)
income)
This results in a total tax bill for A of $5.2 million, which is comprised of
a $4 million liability to the United States and a $1.2 million liability to F.
Had A not had any income from foreign sources, the revenue received by
the United States would still have been $4 million (50% rate times $8
million of domestic source income.)
There are cases, however, where the receipt of foreign income subjected to foreign tax can actually reduce U.S. tax on U.S. source income, as, for example, where the income realized abroad constitutes
long term capital gain under United States' tax law. The amount
creditable will be the foreign gain multiplied by the effective United
States rate, even though the United States rate on the long term
capital gain is 25o for a corporation using the alternative method of
computation under IRC section 1201. If, in the previous example $2
million of foreign source income consisted of long term capital gain,
the United States would have $400,000 less tax revenue than it would
have had had A not earned anything abroad. This is because the
effective United States rate of 45% (average of $8 million ordinary
income taxed at 50% and $2 million net long term capital gain taxed
at 25o) would permit a maximum credit of $900,000 (45% of $2
million foreign source income) which, when credited against $4.5
million of provisional United States tax on world-wide income (45%
of $10 million), would leave only a $3.6 million liability to the United
States rather than the $4 million, which would have been the case in
the absence of any foreign income (50% of $8 million) .70

"But see Motland v. United States, 192 F. Supp. 358 (N.D. Iowa 1961), for the
consequences of long term capital gain for the non-corporate taxpayer utilizing IRC
§ 1202.
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B. Vulnerability of the Limitations to Sophisticated Tax Planning
1. Increasing the Effective United States Rate
From the point of view of tax planning, it is clear that any increase
in the credit claimant's effective United States tax rate1 7 will result in
an increased maximum credit limitation; however, such a rate increase
must be achieved without a corresponding increase in the taxpayer's
total tax liability since any overall tax liability increase will negate
the advantage to the taxpayer of a larger credit. The effective United
States tax rate can be increased by setting up multiple corporations
and by strategic allocations of deductions and exclusions.
Thus, a domestic taxpayer deriving income from both foreign and
domestic sources can transfer its capital gains producing assets to a
domestic subsidiary whereby the parent would rid itself of income
taxed at low capital gains rates which otherwise would have had the
effect of lowering the parent's total effective rate. The net impact will
be to increase the parent's effective tax rate, which will be used to
determine the allowable foreign tax credit, while, taking both the
parent and the subsidiary as a unit, there has been no increase in
absolute tax liability.71 This can be illustrated by an example:
Assume that a domestic taxpayer has $6 million of domestic ordinary
income, $2 million of domestic capital gains, and $2 million of foreign
source ordinary income. Under these facts, the taxpayer's effective United
States tax rate would be 45% and the credit limitation would be $900,000.
But if the capital gains producing property had been transferred to, and
the gains realized by, a domestic subsidiary, the taxpayer's maximum
credit would be increased to $1 million.
$2

mill.

Before:

X 45% ($10 mill.) = $900,000 maximum credit
$10 mill.
$2 mill.
After:
i
X 50% ($8 mill.) - $1 million maximum credit
$8 mill.
The credit could be further increased by shifting, wherever possible,
' For ease of discussion, the domestic taxpayer will be considered to be a corporation,
although with minor modifications to allow for the graduated tax rate, the analysis is
applicable to an individual taxpayer as well.
" In fact absolute tax liability might be decreased if the limitations on surtax
exemptions could be avoided. See IRC § 1561 et seq.
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deductions and exclusions from the parent to the subsidiary since
under a graduated tax rate structure the parent would then have a
higher effective rate. Another possibility would be to transfer ownership of the foreign income producing properties to a domestic subsidiary to the end that the subsidiary will be able to maximize the
credit by not having to dilute its effective tax rate with deductions,
exclusions and low-taxed domestic income.79
The use of a subsidiary for purposes of maximizing available foreign tax credits80 has so far not been attacked in the courts, but the
Commissioner is not without statutory weapons with which to challenge
such manipulations. IRC section 48281 is designed to "place a controlled taxpayer on a tax parity with an uncontrolled taxpayer, by
determining . . . the true taxable income from the property and
business of the controlled taxpayer.""2 It is likely that the Commissioner would allocate applicable deductions, exclusions and credits so
as to ignore the subsidiary corporation if there is apparent tax evasion.83
'See Chapman & de Kosmian, The Excess Foreign Credit: Some Solutions to the
Many Problems, 22 J. TAXANION 296, 300 (1965).

"'Maximizing available foreign tax credits" is a common expression used by tax-

payers when attempting to avoid the limitations of IRC § 904. See, e.g., note 79 supra.
IIRC § 482:

In any case of two or more organizations, trades, or businesses (whether or not
incorporated, and whether or not organized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly by the same interests, the

Secretary or his delegate may distribute, apportion, or allocate gross income,
deductions, credits, or allowances between or among such organizations, trades,
or business, if he determines that such distribution, apportionment, or allocation
is necessary in order to prevent evasion of taxes or dearly to reflect the income
of any of such organizations, trades, or businesses.
The statute's primary utilization in the context of the foreign tax credit has been
to allocate income between foreign subsidiaries and domestic parents so that income
which is in reality earned within the United States is not returned as income earned
abroad. See also IRC §§ 861-864 which determine source of income as either foreign,
domestic, or partly foreign and domestic. Cf. Asiatic Petroleum Co., Ltd. v. Commissioner, 79 F.2d 234 (2d Cir. 1935) cert. denied 296 U.S. 645 (1935).
2Treas. Reg. § 1.482-1(b) (1962).

'In the context of Western Hemisphere Trade Corporations, even tax avoidance
purposes will not result in a reallocation. See Rev. Rul. 15, 1953-1 Cur. BuLL. 141.

The isolation of the foreign income in a domestic subsidiary may be justifiable on
sound business consideration if it can be established that such a separation was designed
to protect the parent corporation against the effects of anticipated initial foreign source
losses. Upon commencing operations in a previously untapped foreign source of income,
the domestic parent could reasonably anticipate that during the early stages of development there might be losses. These losses would be extremely damaging if the
domestic parent had multiple foreign sources of income and had elected to claim
credits on the overall method. This is because all foreign income is aggregated under
the overall method and any losses will reduce the amount of credit available by
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Of the weapons available to the Commissioner, IRC section 269 is
the most potent. It condemns the acquisition of control of a corporation or its property where the basis of the acquiring corporation is
determined by reference to the transferor's basis and where the principal purpose of the acquisition was the evasion or avoidance of federal
income tax. Although IRC section 269 does not appear to have been
utilized by the Commissioner in any reported cases to set aside transactions motivated by foreign tax credit maximization, the methods of
tax evasion or avoidance which are specifically condemned include
"securing the benefit of a deduction, credit, or other allowance, which
such

. . .

corporation would not otherwise enjoy .*...,8"On its face,

this would appear to include acquisitions to utilize otherwise unavailable foreign tax credits.8
2. Increasing Foreign Income But Not Foreign Tax
If a taxpayer can manipulate his income realizing events so that
reducing the numerator of the limitation equation. The domestic parent in protecting
itself from any diminution of foreign source income also prevents the capital gains
from reducing the effective rate of the subsidiary so that when gains are realized
the greatest possible credit utilization will be possible.
Of course the maximum credit could never exceed the domestic tax rate, so if the
domestic taxpayer's effective rate remains below the foreign tax rate there will always
be a surplus foreign tax not creditable.
'IRC § 269(a).
'Clearly IRC § 269 should apply to the situation in which capital gains producing
assets were transferred. Cf. Coastal Oil Storage Co. v. Commissioner, 242 F.2d 396
(4th Cir. 1957) (application of IRC § 269 in a wholly domestic context). The more
difficult question is that which stems from a transfer to a pre-existing subsidiary
corporation rather than the creation of a new controlled corporation. This would
avoid the immediate application of IRC § 269(a)(1) because there is not acquisition
but still leaves open qualification under IRC § 269(a) (2):
any corporation acquires, or acquired . . . directly or indirectly, property of
another corporation, not controlled, directly or indirectly, immediately before
such acquisition, by such acquiring corporation or its stockholders, the basis of
which property, in the hands of the acquiring corporation, is determined by reference
to the basis in the hands of the transferor corporation ....
Nevertheless, if an existing domestic subsidiary to which the control of the foreign
subsidiary corporation is transferred were utilized from the outset, then an argument
could be advanced that in the event there were actual losses, the employment of a
separate subsidiary corporation was not designed to avoid or evade income tax and
there was no after-the-fact manipulation. Cf. Zanesville Investment Co. v. Commissioner, 335 F.2d 507 (6th Cir. 1964) (case involving consolidated returns in which
post-consolidation losses were allowed as an offset against post-consolidation gains.
The broad holding of this case is that unless there were a "built-in" loss, present
losses may be offset against present gains). The Commissioner, however, might contend
that the parent would not have invested abroad had it not expected eventual profits,
and that if the tax rate in the foreign country had always been in excess of the
effective United States rate, there would be such a "built-in" loss (excess credit).
Sooner or later the parent would know that there would be an excess uncreditable
foreign tax paid.
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income which may have been realized in the United States is instead
transferred abroad where it is subject to a rate lower than that of the
United States', then he will be able to achieve a larger tax credit and
the revenue protecting function of the credit limitations will have been
frustrated. One means of accomplishing this end is through the use of
pre-existing "tax haven" corporations." The ease with which such
manipulations can be accomplished is some measure of the effectiveness
of the credit limitations. Mathematically it can be seen that any increase in the numerator of the limitation equation, with or without a
corresponding increase in the denominator, will result in an increased
maximum credit. 7 Thus, by transferring non-appreciated 8 securities,
or the cash to obtain securities, to a foreign subsidiary, the income will
thereafter be income from sources without the United States 0 and an
I Chapman & de Kosmian, supra note 79, at 298-99 suggests that the skeletons of
"tax haven" corporations still exist despite legislation, see, e.g., IRC §§ 951-964,
designed to eliminate their effectiveness. The use of previously existing corporations
provides an added benefit of not subjecting the taxpayer to a possible challenge under
IRC § 269, see note 85, supra.
"Assume the following: United States corporation C has $1 million of foreign source
income and a total of $3 million in world-wide income taxed tentatively in the
United States at s0%,
$1million X 50%
($3 million) = $500,000 maximum
credit.
$3 million

Now assume that C transfers $1 million more of its world-wide income into foreign

source income, $2 million
x 50m% ($3 million) = $1 million maximum
credit.
$3 million
Or assume that C merely increases both foreign and world-wide income by $1 million,
$2million $ 50%
i
($4 million) = $1 million maximum
credit.
$4 million
"Use of non-appreciated assets avoids the necessity of obtaining prior approval of
the Commissioner under IRC § 367.
' IRC §§ 861-864. But caution should be exercised as to this characterization because
of the requirements of IRC § 861(a) (2) (A) and (B) which define certain qualifying
dividends as income from sources within the United States, i.e., dividends received from
domestic corporations earning more than 20% of their income from sources within
the United States and which are distributed by foreign corporations whose gross income
from a trade or business in the United States exceeds 50%. Also IRC § 881(a)(1)
subjects dividend income of foreign corporations not connected by -trade or business
within the United States to a flat 30% tax.
IRC § 864 defines the effectively connected concept, which would seem to apply
to the proposed hypothetical with the result that the dividends are income from
United States sources except for IRC § 864(b) (2), which specifically excludes trading
in stocks or commodities from the definition of a United States trade of business
with which income could be effectively connected.
In some cases the transfer of investment securities to foreign subsidiaries will generate
a further tax credit benefit due to the fact that most nations which have high tax rates
on industrial and commercial income, viz., western European nations and some others,
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increased maximum credit will be available. Further, if the increased
foreign income is taxed at a low rate and can be matched against other
foreign income taxed at a rate in excess of the United States rate or
against taxes on gains that are not "income" under United States law,
previously noncreditable taxes will become creditable. There do not
appear to be any substantial difficulties impeding this form of income
manipulation. However, it might be contended that the transfer of
securities from the domestic parent to the previously existing foreign
subsidiary would subject the taxpayer to an excise tax under IRC
section 1491 equal to 27-1o of the excess of the securities' value
over its basis in the hands of the transferor.9 0 Moreover, it might be
argued that IRC section 367 will provide protection from abuse since
gain is to be recognized in certain otherwise non-recognition transactions, such as an IRC section 351 transfer of property to a controlled
corporation, unless the taxpayer establishes to the satisfaction of the
Secretary that one of the principal purposes of the transfer was not
the avoidance of federal income taxes." However, neither IRC section
1491 nor IRC section 367 is apposite where the basis of property
transferred is equal to its value, since both require that there be
some immediate realization of gain. 2
also have tax treaties with the United States under which interest, royalty, and dividend
income are taxed at reduced rates. For example, the Income Tax Treaty with Germany
provides that dividend income shall be taxed at 151 and that royalty and interest income
are exempt from taxation. See CCH TREATES ff 3003 (1969).
'OIRC § 1491(1) and (2) tax transfers by a domestic corporation "to a foreign corporation as paid-in surplus or as a contribution to capital" unless, under IRC § 1492, prior
permission is obtained from the Secretary after it is established that the transfer does
not have "as one of its principal purposes the avoidance of Federal income taxes."
0
I1RC § 367:
... gain shall be recognized in the case of any of the exchanges described in section
332, 351, 354, 355, 356 or 361 ... unless, before such exchange, it has been established
to the satisfaction of the Secretary or his delegate that such exchange is not in
pursuance of a plan having as one of its principal purposes the avoidance of
Federal income taxes.
" See note 88 supra. If some of the securities to be transferred have appreciated and
some have depreciated so that on the average no gain would be realized, the Commissioner will recognize the gain and disregard the loss since IRC § 367 deals only with
gains; losses remain unrecognized. Nevertheless, it is possible that the Commissioner
would refuse to grant permission for any subsequent, non-recognition-of-gain liquidation
of the foreign subsidiary into the domestic parent under IRC § 332 thereby forcing the
parent to recognize gain to the extent of any realized interim appreciation. This seems
to be an almost insignificant weapon to ensure the protection of revenues.
There is a split of authority as to how the original transfer of securities should be
characterized where the foreign subsidiary was already in existence and the parent
received no additional stock. Rev. Rul. 64-155, 1964-1 Cum.BuLL. 138 would characterize
the transfer as an exchange under IRC § 351 and require a prior Secretarial approval,
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It is true that the income from the foreign "tax haven" subsidiary
would constitute subpart F income s But in this case the domestic
corporation wants to have the income imputed directly to it because
foreign income is not increased unless the income is so imputed or is
distributed to the domestic corporation as a dividend. By eliminating
the necessity of dividend payments and thereby avoiding a possible
foreign tax on dividend receipts, categorization of the income as subpart F income may actually benefit the domestic corporation. This
device can be used in sales and service subsidiaries as well. For example, assume that a domestic corporation has a United States effective
tax rate of 50 percent and that it has $10 million of income from
European sources taxed at a rate of 60 percent. Of the $6 million of
foreign taxes, only $5 million may be credited. Now assume that the
same corporation establishes a tax haven sales subsidiary in Panama,
where its annual profits of $2 million would be subject to no tax.
Because foreign income is increased to $12 million, the maximum
credit, under the overall limitation, becomes $6 million and thus all
of the European income taxes may be credited. The $2 million of income diverted to the Panamanian sales subsidiary would admittedly be
taxed to the domestic parent, but if that income represents income that
would otherwise have been from United States sources, there is no
real increase in United States tax. Even where corporations do not
but the Tax Court in Wener Abegg, 50 T.C. 145 (1968), held that such a transfer of
securities was not an exchange thereby negating any application of IRC § 367. In
Abegg, however, gain was recognized as to the corporation which transferred its assets
to Abegg, its sole stockholder, who in turn transferred them to another wholly-owned
corporation. This entire transaction was viewed as an IRC § 368(a)(1)(D) reorganization with Abegg acting merely as a conduit. Since IRC § 354 governs the consequences
of an IRC § 368(a)(1)(D) reorganization, IRC § 367 was applicable and failure to
obtain prior approval resulted in recognition of gain.
It is also possible that the Commissioner could claim that either IRC §§ 482 or 269, or
both, should be used to alter the tax consequences by recognizing the "realities" of the
transfer. See note 85 supra and accompanying text. The application of IRC § 269
seems somewhat tenuous, although some practitioners seem to think that the Commissioner will not hesitate to invoke it:
As is well known by taxpayers who have been exposed to the Office of International
Operations, among arguments that the Commissioner may make is that the company [a pre-existing "tax haven" corporation] is a sham, that Section 269 applies,
or that income should be reallocated under Section 482.
Chapman & DeKosmian, The Excess Foreign Tax Credit: Some Solutions to the Many
Problems, 22 J. TAxAroN 296, 299 (1965). Where a pre-existing "tax haven" corporation
is utilized, it would appear that the Commissioner would have difficulty attacking the
transfer under IRC § 269(a) because the subsidiary was not acquired for tax avoidance
purposes. RC § 269(a)(2).
IRO § 954.
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consciously set out to establish "tax haven" corporations, the present
foreign tax credit limitations can operate to dilute subpart F of much
of its force. A corporation with large "excess credits" attributable to
highly taxed foreign income has less to fear from subpart F than does
the corporation whose only foreign income is subpart F income.9"
There remains one other possible obstacle to an attempt at increasing
foreign source income: Executive Order No. 1138790 places restrictions upon United States taxpayers' overseas investments. The Order
has been described as follows:"
Generally, and except for special authorizations and exemptions, (1) new
capital investment overseas is prohibited except for an investable quota
based on the particular investor's record of historical investment; (2) his
share of foreign earnings must be repatriated to the extent of any excess
over permissible new investment and in any event at least at the historical
rate for the direct investor; and (3) foreign liquid balances of the direct
investor must be reduced quickly to its historic level.
The effect of Executive Order No. 1138717 has not been yet determined, but it can be seen that it may seriously limit shifts in domestic
income to foreign source income.98
Foreign source income may also be increased by causing goods to
be sold abroad which would have otherwise been sold in the United
States. It may be argued that causing passage of title to occur abroad
will not characterize the income so derived as being from foreign
sources rather than "partly from within and partly from without the
United States"; 9 9 but there is some authority 0 0 which would indicate
See generally Ardinoff, Special Problems Involved in Dealings Between United States
Corporationsand Foreign Related Corporations,N.Y.U. 25 INST. o N FED. TAX 413, 42236 (1967); Kauder, Taxation of Domestically Controlled Corporations: A Comparative
Study of Subpart F and Section 482, 14 ViL,. L. REV. 260 (1969).
'33 Fed. Reg. 47 (1968).
'Goldman, New Controls on Foreign Investment: What Tax Men Need to Know
About E. 0. 11387, 28 J. TAXATioq 168 (1968).
"'33 Fed. Reg. 47 (1968).
'To the extent Executive Order No. 11387, 33 Fed. Reg. 47 (1968) requires corporations to repatriate earnings from foreign subsidiaries, the limitations of IRC § 904
could pose a problem. If a European subsidiary is taxed at a rate of 60%, and dividend
payments are taxed at a rate of 10%, the overall foreign tax rate would be considerably
higher than the maximum U.S. tax rate. Such corporations may well become interested in
establishing tax haven sales subsidiaries, notwithstanding subpart F.
"See
IRC § 863(b).
0
' Barber-Greene Americas, Inc. 35 T.C. 365 (1960); cf. United States v. Balanovski,
236 F.2d 298 (2d Cir. 1956); Hazelton Corporation, 36 B.T.A. 908 (1937); but see
Kaspare Cohn Co., Ltd., 35 B.T.A. 646 (1937) which involved an attempt to effectuate
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that this argument is convincing in a court of law. The Commissioner's
challenge is predicated on Treas. Regs. 1.861-7(c) (1957) which
qualifies the general rule that "gains . . . derived from the purchase
and sale of personal property shall be treated as derived entirely from
the country in which the property is sold"1 1 by excluding situations
"in which the sales transaction is arranged in a particular manner for
the primary purpose of tax avoidance." 0 2 Whether the taxpayer will
be successful depends upon how well he can structure the transaction.
Assuming that some business purpose exists besides excess creditable
tax utilization, the taxpayer has very little to lose since the worst that
could happen would be that the income would be reallocated to United
States sources. Under optimum circumstances, income from goods sold
abroad would be subject to no foreign tax despite its foreign source,
because tax treaties typically exempt such income from taxation where
there is no "permanent establishment" in that country.10 3
C. Effects on United States Tax Sovereignty
The limitations of IRC section 904 might grant some measure of
revenue protection, but they are less than completely effective in maintaining the independence of United States tax policy. Up to the point
where the limitations begin to come into play, the credit provisions do
protect United States independence in that United States law determines at least the minimum tax burdens of its nationals. Each dollar
of income will be taxed at least at the United States effective tax rate
irrespective of the source from which it was derived. 10 4 On the other
hand, if tax sovereignty means that United States law determines
United States revenues, then no independence exists. For example:
Assume that C, a domestic corporation, has $2 million of foreign source
income from foreign country F whose effective tax rate is 40%, and $8
certain sales of securities outside the United States through the use of a Canadian
subsidiary created solely for that purpose. In this last case the Commissioner successfully
challenged the existence of the Canadian corporation as a "sham."
'Treas. Reg. § 1.861-7(a) (1957).
'-See note 50 supra and accompanying text.
'The term "permanent establishment" means a fixed place of business in which the
particular income producing activity is carried on for a minimum period of twelve
months. See, e.g., Income Tax Treaty with Germany, CCII TAx TREATs ff 3003 (1969).
"' There is a limited exception of taxpayers having foreign capital gains taxed abroad
at a rate in excess of the U.S. capital gains tax rate. See note 53 supra and accompanying
text.
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million of domestic source income taxed in the United States at an effective rate of 50%. This would lead to a maximum limitation of $1 million
and the complete crediting of the $800,000 taxes paid to F. Faced with
this situation it would be illogical for F not to increase its effective tax
rate to 507, the same as that of the United States, since such an increase
would not result in any additional tax burden on C.
The net effect is a redistribution of tax payments. To the extent that
F so behaves the United States has surrendered its control over its
revenues to a foreign taxing jurisdiction." 5
In addition, the United States diminishes its tax sovereignty as a
" Surrey, supra note 2, at 823:
[Ilt is said in criticism that the credit invites foreign countries to raise their income taxes on American-owned firms to the United States level, since the cost is
borne by the United States Treasury and not the taxpayer.
As Surrey also points out however, this criticism has never been substantiated by
instances of actual tax rate increases, although various taxes have been categorized as
income taxes so as to be creditable. See, e.g., the Saudi Arabia decree ruled upon
favorably in Rev. Rul. 296, 1955-1 Cum. BuLL. 386. An additional criticism, which
Surrey dismisses, is that the foreign tax credit provisions tend to encourage foreign
countries to enact income tax statutes patterned along the lines of the United States
Internal Revenue Code. Some commentators feel that developing nations are particularly
susceptible to pressures from United States corporations desiring to take advantage of
the credit provisions, while the economies of these nations may not be served by a
tax system based on concepts of income. See, e.g., Kragen, Double Income Taxation
Treaties: The O.E.C.D. Draft, 52 CA.Li. L. Rav. 306 (1964).
Another argument against the credit system is that the United States cancels the tax
incentives of foreign countries designed to encourage United States investments. A
corporation gains no tax advantage by investing in a foreign country whose effective
tax rate is lower than the United States rate since the United States tax is imposed on
world-wide income-that is its overall tax rate will always be at least as great as the
domestic tax rate. But this argument proves too much because it is in reality a criticism
of the United States' claim of jurisdiction to tax on a world-wide basis, and if accepted
would result in the United States adopting a strict "source" basis of jurisdiction. See
Surrey, supra note 2, at 823-25.
Low tax rates in foreign jurisdictions can continue to be an attraction for the
United States taxpayer looking for an offset to income taxed at a rate higher than the
United States rate in some third country. The effect of the existing United States credit
system on the location of foreign investment is beyond the scope of this paper, and
may not be ascertainable. It is possible, however, that a pure "source" system would
stimulate investment in countries where low tax rates prevail. It could even be argued
that the existing credit system placed United States firms at a competitive disadvantage
in such countries compared to firms that originate in source country jurisdictions. On
the other hand, it might be argued that the credit system with an overall limitation
gives competitive advantages to United States firms in high tax rate countries. For
example, if the tax rate in Country A is 60 percent, the tax rate in Country B is 40
percent and the taxpayer's effective United States rate is 50 percent, the ultimate tax
burden on income from A, after the credit, might be only 50 percent if the taxpayer has
equal amounts of income from each of A and B. In such a case, the taxpayer has a
competitive advantage over nationals of A, who must pay a tax of 60 percent. By careful planning, a United States taxpayer might get the best of all possible worlds: by
establishing subsidiaries in some low tax rate countries (thus avoiding United States tax
on income from those sources) and by careful maximization of foreign tax credits, the
taxpayer gets the competitive benefits of both the source method and the credit method.
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consequence of not requiring taxpayers to allocate income as to types
when the foreign jurisdiction subjects different income types to different tax rates. For instance, suppose that in the previous example C
had additional income of $2 million from country F derived from short
term investments in real estate transactions which F taxed at 60%
to discourage speculation, while all other sources of income were taxed
at the same flat rate of 40%. The effective overall foreign tax rate in
F for C is 50% (one-half taxed at 60% and one-half taxed at 40%),
thus exactly matching the United States rate. Once again foreign
internal law has determined the amount of revenues the United States
will receive from its own nationals. This will occur in every instance in
which the foreign jurisdiction subjects different types of income to tax
rates which straddle the effective United States rate.
A further illustration of the effect of different tax rates within a
single foreign country is demonstrated by a possible outcome of typical
bilateral tax treaty provisions. It is very common, for example, for the
United States to enter into a treaty with a foreign country, F, whereby
the United States and F mutually agree that royalty income received
by citizens of one nation from sources within the other nation shall be
taxed at a flat rate of 107. One might assume that this will result in
an increase in total United States revenues because the difference
between the treaty tax rate imposed by F and the domestic world-wide
tax rate of United States taxpayers is increased with a corresponding
decrease in the amount of foreign taxes creditable against United
States taxes on world-wide income. The increase in revenue assumes
that United States citizens have more royalty income from sources in
the foreign nation than the foreign nationals have from sources within
the United States, i.e., that as to royalty income, the United States is,
on balance, a creditor. Otherwise, the decrease in United States revenues directly resulting from taxes levied upon the royalty income of
the foreign nationals might exceed the increase in revenues from reduced credit claims of United States nationals earning royalties
abroad.
However, if the tax rate in F on other types of income is in excess of
the United States rate, the overall effect of the reduction in tax rates
on royalty income may only be a decrease in United States revenues,
which is controlled by F's internal tax law and not that of the United
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States. These results may be demonstrated by the following examples:
Assume that F's nationals have $50 million of royalty income derived
from sources within the United States and taxed at 307,106 and that
United States nationals have $150 million of royalty income in F taxed
at 40%. The net revenue to the United States in a pre-treaty situation is
$30 million computed as follows:
$50 million F nationals' royalties from sources within the United States
taxed at 30% by the United States ................ $15 million
$150 million United States nationals' royalties from sources within F
taxed at 40% by F and at 50% by the United States, resulting in a
United States imposed tax to the extent of the difference between the
respective rates .................................
$15 million
Net revenue to the United States .................. $30 million
However, in a post-treaty situation the United States would 10hope
that it
7
would have net revenues of $65 million, computed as follows:

$50 million F nationals' royalties from sources within the United States
taxed at 10% by the United States ................ $5 million
$150 million United States nationals' royalties from sources within F
taxed at the treaty rate of 10%, resulting in a United States imposed tax to the extent of the difference between the respective
rates ..........................................
$60 million
Net revenue to the United States .................. $65 million
The effect of not requiring separate treatment of each income type is
that the $150 million royalty income taxed at 10% can now be
utilized to take advantage of the deficiencies in creditable taxes which
stem from the higher rate F imposes on other income, e.g., a 60% tax
on $500 million of short term real estate income earned by United
States' nationals which would otherwise have represented a minimum
of $50 million in uncreditable foreign taxes paid. The net result under
the post-treaty situation, with no separation of income types, would
be a reduction in United States revenue to $15 million, computed as
follows:
$50 million F nationals' royalties from sources within the United States
taxed at 10% by the United States ................ $5 million
' The United States source royalty income of nonresident aliens and foreign corporations which is not effectively connected with the conduct of a United States trade or
business is taxed by the United States at a flat rate of 30% of the royalties paid, in absence
of a lower treaty rate. See IRC §§ 871, 881.
'D,The computations contained in the post-treaty situation are premised on the same
levels of income both before and after the treaty becomes effective.
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$150 million United States nationals' royalties from sources within F
taxed at 10% resulting in a United States imposed tax to the extent
of the difference between the respective rates minus the $50 million
of previously unusable credit ......................
$10 million
Net revenue to the United States ....................
$15 million
The high rate F imposes on short term real estate transaction income,

which may be motivated solely by internal policy consideration, has
08
deprived the United States of the benefits of a tax treaty.
So far the discussion has been confined to a single foreign country
in determining the loss of United States control over revenues both
domestically and through the tax policies of foreign jurisdictions. For

ease of discussion the foregoing shall be labelled vertical activity. 0 9 If
the taxpayer elects the overall limitation basis" the opportunities for
aggregating income are dramatically multiplied, since now a taxpayer

can combine high tax rate countries with low tax rate countries in
averaging his effective overall foreign tax rate. Aggregating by use of

'See generally Froomkin & Wender, Revenue Implications of United States Tax
Treaties, 7 NAT'L TAx J. 177 (1954). The example is predicated on the identical taxpayers
having both types of income.
An argument that might be advanced against the results, obtained in the example as
set forth, is based upon a proviso contained in most United States bilateral tax treaties
to the effect that the United States reserves the right to tax its own citizens as if the
treaty did not exist. The argument would be that the treaty was intended to reduce
respective tax rates in order to increase United States revenues and not to enable taxpayers to offset the lowered rates in computing their IRC § 904 credit limitations. In
other words, the Commissioner could assert that it was not the intent of the treaty that
it be used for any other purpose than direct taxation by F and the United States, and
the treaty rate will not be considered for credit limitation purposes.
' It may be helpful to visually identify the multiple possibilities through the use of
block diagrams.

Country F

Industrial and commercial profits-60%
Dividend income-60%
Interest income-60% (subject to IRC § 904(f))
Royalty income-10% (treaty rate)
'See

note 65 supra and accompanying text.
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the overall credit limitations shall be labelled horizontal activity."'
This can be demonstrated by the following example:
Assume United States corporation C has foreign source income of $2 million from foreign country F taxed at 60%, and foreign source income of
$2 million from foreign country G taxed at 30%. Assume further that the
effective United States rate is 50%. Under a per-country limitation C
would be limited to a total credit of $1.6 million computed as follows:
$2 million (F income)
$4 million (world-wide income)
X 50% ($4 million) --$1 million maximum credit
$2 million (G income)
$4 million (world-wide income)
X 50% ($4 million) =-$1 million maximum credit
But since there was only $600,000 in taxes actually paid in G, the total
creditable taxes is the $600,000 paid to G plus $1 million of the $1.2
million paid to F.112 On the other hand, when the overall limitation is
elected, C can credit all taxes paid abroad:
$4 million (all foreign source income)
$4 million (world-wide income)
X 50% ($4 million) - $2 million maximum credit
As a result the United States, by permitting its taxpayers to elect the
overall limitation, has allowed the tax system of foreign country F to
limit the amount of revenues it receives from United States nationals
having income from G.
A combination of vertical and horizontal activity yields a diagonal
aggregation in which high tax rates of one country on a particular
type of income may be matched with low tax rates on a different type

Country G

Country F
Industrial and commercial profits

See notes 93 and 94 supra and accompanying text for consideration of the application
of subpart F IRC §§ 951-964.
..IRC § 901 (a).
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of income in another country. 113 Assume in the preceding example
that the United States and G had a bilateral tax treaty which called
for reciprocal royalty rates of 10%. The low tax rate on royalties in
G could then be aggregated with the high tax rate on short term real
estate income in F.
On top of this two dimensional analysis, the carryover provisions" 4
add the third dimension of time which gives depth"5 to the vertical,
Country F

Country G
Industrial and cornN mercial profits
N

60%

Dividend income
Interest income

(subject to § 04(f)
IN

Royalty income
(by treaty)
11

N
N

IRC § 904(d).

Industrial and commercial profits
Dividend income
Interest income (subject to IRC §904(f))
Royalty income (by treaty)

E
M

T
(Annual tax periods)

F

G
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horizontal, and diagonal activity already discussed. Together these
enable the taxpayer to select particular revenue sources taxed at low
foreign rates to act as a foil for his high tax rate income. Thus, a
taxpayer could offset the high tax rates in F by deriving income from
the sale of patent rights taxed at a low treaty rate of 10%, or it
could seek a similar source in G taxed at its overall low rate of 30%
or G's treaty rate of 10% on royalty income, or it could defer the
attempt in either country until some future date."'
IV. SUGGESTED MODIFICATION OF THE TAX CREDIT
LIMITATIONS
The defenders of the present tax credit provisions have banded
together under a variety of different justifications. At various times
these have included the following assertions: (1) the foreign tax

"16
It has been suggested by Chapman & de Kosmian, supra note 79, at 299-300, that
even though complete credit utilization may not be effectuated, it is still possible to
reap significant tax advantages by claiming the excess credit as a deduction despite the
apparent statutory prohibition of IRC § 901(a). This could be done by bunching income
for United States tax purposes while utilizing the accrual accounting method for foreign
tax purposes. Suppose that a taxpayer is an entertainer working on an epic film in
Italy which will take three years to complete. Assume further that there is no way that
he can utilize all of the excess credit which will result from Italy's extremely high
(fictitious) tax rate and that Italy will allow him to treat his salary as income earned
on a percentage of completion basis while the United States allows him to treat the movie
as a single project for which he will receive no compensation until completion. In years
one and two the taxpayer can deduct his Italian taxes paid on his United States tax
return and in year three he can elect to treat his Italian taxes as a credit. In year
three the Italian tax rate on 1/3 of the taxpayer's salary would be completely creditable
because of the large foreign source income which will be earned in that year based on
his reporting all of his salary in one lump sum. In addition, the taxpayer can carry
back the amount by which the maximum credit exceeds the third year Italian tax to the
previous year and recompute his claimed deduction. A carry back to year one would
result in a complete credit election which would destroy the use of both the deduction
and the credit on the same income.
It is also possible to reduce the total foreign taxes paid and thereby avoid the credit
limitations by reducing the amount of foreign source income without reducing worldwide
income. One available method would be to allocate to a foreign subsidiary some portion
of the domestic parent's management, research and development costs, charging higher
interest rates on loans to the subsidiary, and any other items which tend to reduce the
net income of the subsidiary without reducing the income of the parent-subsidiary
unit. Most reallocations by the Commissioner under IRC § 482 have occurred where
the domestic parent has attempted to reduce its tax burden by taking advantage of
reduced foreign tax rates or avoiding high domestic rates, but no cases have been
discovered in which there was a reallocation motivated by a desire to minimize the
burdens of a high foreign tax. See text accompanying note 81 supra.
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credit is necessary to prevent double taxation; 117 (2) tax equity requires that taxpayers with equal income be subjected to equal tax
irrespective of the income source;"" and (3) unique treatment of
foreign income is desirable "... in terms of incentives to foreign trade
and investment, or in terms of asserted competitive disadvantages
faced by the United States businesses abroad, or in terms of national
security and foreign policy interests.""' A fourth possible argument
is predicated on the concept of national tax sovereignty and protection
of United States revenues, but the preceding discussion has demonstrated that regardless of this purpose for their enactment, the tax
credit provisions are largely ineffectual in this aspect of their operation. As stated earlier, 21 the United States being a "credit" system
nation, recognizes that the place of source has the primary claim on
a taxpayer's income, but that the place of nationality has a secondary
claim to the extent such income was not already taxed at a rate equal
to its own. The facility with which taxpayers are able to avoid the
limitations of IRC section 904 clearly demonstrates that whatever
claim the United States may have, it most certainly comes after all
other foreign jurisdictions have made theirs.
In fact none of the above arguments in favor of the present tax
credit provisions are convincing. The original justification for allowing
taxpayers to credit foreign taxes paid was that it was inequitable for
the country of nationality to subject its taxpayers to a double tax,
but there is nothing inherently evil about double taxation. For example, in the United States the domestic structure provides for a
double tax to be levied on all corporate income, first at the corporate
level when the income is earned, and then at the shareholder level
when it is distributed as a dividend. Further, when the states impose
income taxes, whatever injustices exist in a double tax are rectified by
'"For a brief discussion of the arguments for and against the present tax credit, see
the comments by Senator Albert Gore on the Foreign Tax Credit, Minority Views on
H.R. 10087, S. REP. No. 1393, 86th Cong., 2d Sess. 23, 24 (1960), reprinted in 1960-2
Cum. BuL. 886, 887.
'UFor a discussion of what constitutes equal treatment in reference to foreign source
and domestic source income see Note, Characterizationof an Income Tax for the Pur-

pose of the Foreign Tax Credit, 14 VAND. L. REv. 1469, 1472-73 (1961).
2" Surrey, supra note 2, at 816.
I See note 45 sutpra and accompanying text.
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the use of a deduction, not a credit. Since there is no constitutional
right to be free from double taxation, any relief which may be provided by Congress is purely a matter of legislative grace. 21
The foreign tax credit provisions do not ensure that income wherever earned bears the same tax burden. The present credit favors
large, multi-national corporations over smaller enterprises by allowing an averaging of foreign tax rates on an overall basis. The taxpayer
who is not able to invest in both high and low tax rate countries is
either limited in the manner in which he invests his available funds
to low tax rate countries or else if he invests in high tax rate countries
he must suffer a larger tax burden than does the United States taxpayer who is able to match treaty rates against industrial and commercial profits' rates. Similarly, the credit provisions favor the taxpayer who can afford expert tax advice as to how he can minimize his
foreign tax credit utilization. Rather than preventing tax inequities,
the foreign tax credit promotes them. 2
There is no available information as to how effective the foreign
tax credit is in encouraging foreign investment, but in view of recent
legislative and executive enactments designed to reverse the out-flow
of gold' it seems inconsistent to have an Internal Revenue Code
provision which can cut against national fiscal policy. The present
tax structure which allows taxpayers to match subpart F income, and
income that is either immune from foreign tax or subject to only
nominal foreign tax because of treaties against income subject to high
foreign taxes seems clearly inconsistent with such measures as the
interest equalization tax,124 and regulations 25 restricting overseas investments. In addition, the credit provisions are indiscriminate in that
2See note 34 supra.

Also it should be re-emphasized that the credit provisions nowhere require that any
item of income be in fact taxed twice in order that it be used in measuring the maximum
credit available. They require only that the income involved be subject to foreign, as
well as United States, taxation.
' According to Senator Gore's views, supra note 117, at 25
[t]he benefits of foreign tax credits accrue to a relatively few companies. According
to a study of this problem made in 1955, it was then estimated that 40 percent of
all foreign investment is accounted for by 10 U.S. corporations and 71 percent by
62 corporations.
Id.
'E .g., The Foreign Investors Tax Act of 1966, Pub. L. No. 89-809, 80 Stat. 1541.
'The Interest Equalization Tax Act, Pub. L. No. 88-563, 78 Stat. 809.
'-sExec. Order No. 11387, 33 Fed. Reg. 47 (1968).
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they do not differentiate between what may be socially desirable investments such as public sector construction in under-developed
countries as opposed to heavy manufacturing in already highly developed western Europe. The Internal Revenue Code paints with too
broad a brush and opens more disadvantageous avenues for tax evasion and avoidance than it accomplishes in legitimate policy objectives. 2 ' It would seem that the inconclusiveness of the credit's ability
to accomplish such goals dictates against its retention. 7
Although the arguments in favor of the credit provisions are neither
convincing nor conclusive, it is not likely that the provisions will be
replaced with the pre-credit treatment of foreign taxes. Similarly, it
is not likely that the issue can be resolved by adopting a strict
"source" method of taxation. In fact, the credit system is so well
entrenched in the United States tax structure that it is not likely to
be drastically altered or eliminated. 28
Assuming, therefore, that some version of the credit system will be
retained, the focus of corrective legislation should be directed toward

'D.
Smith, Taxation of Foreign Business Income-The Changing Objectives, TAx
INsnTr op AxumcA, TAxATiON oF FoRmGN INCOMM 241 (1966):
The choice of the best policy for the taxation of income from direct business investment in foreign countries is probably the most difficult in the whole range of
tax policies because of the difficulty in appraising the consequences and striking a
balance among the various conflicting objectives.
' tThere are those who argue that even though the United States loses revenue
through the gaps in the credit limitations, the losses are insignificant or at least not as
large as might be anticipated.
Normally, treaties exempt "industrial and commercial profits" from tax by the
source country unless the foreign taxpayer has a "permanent establishment" in the
host country. Other items of income . . . are subject to low rates of tax. What, then,
are we averaging when we average low-taxed foreign income against high-taxed
foreign income? Interest may be disregarded because it is already subject to an
item-by-item limitation by section 904 (f). As far as corporate taxpayers are concerned, the only other items of low-taxed income are (i) industrial and commercial
profits where there is no establishment and (ii) royalties.
Memorandum from R. Hjorth, (Professor of Law, University of Washington) to
author, dated September 10, 1968, on file in Washington Law Review office. Nevertheless,
the amount of credits actually claimed is not a small sum. "The amount of credit for
foreign income claimed by corporations increased from $726 million in 1954 to $1,493
million in 1961." B. B=rxazR & L. EBB, supranote 42, at 222.
'It
is not likely that the present credit-deduction system could be eliminated since
if neither a credit nor a deduction is allowed, the marginal utility of the income source
may become so reduced that the taxpayer elects to forego the income entirely. This
could result in an uneconomic utilization of investment capital and a surplus in the
United States market. There may be advantages in terms of the free flow of capital,
therefore, in utilizing the credit. These advantages are explored in Kragen, supra note
105; see also Note, Characterizationof an Income Tax for the Purpose of the Foreign
Tax Credit, 14 VANW. L. REV. 1469, 1472-73 (1961).
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disallowing the application of any excess credit arising from a particular type of income from a particular foreign country against
otherwise uncreditable foreign taxes arising from other types of income either within the same or different foreign countries and either
within the same or different tax periods. In other words, the primary
abuses can be corrected by changes in the framework of the credit
system's "overall" limitations and the carryover provisions, coupled
with a modification of the basic determination of what constitutes a
creditable tax.
A logical and realistic beginning point would be to require taxpayers
to segregate into categories their IRC section 901 income items which
are commonly subject to different tax rates. Such an approach is already required for certain types of interest income, 129 and there should
be a minimum of administrative difficulties in implementing it because
of the experience the Treasury Department has attained in working
with tax treaties which require categorizing incomes by types. 30
Once income items are grouped as to types, the limitations of IRC
section 904(a) and (b) should be modified so that an election must
be made either (1) to aggregate all types of income within a single
jurisdiction for a single year, or (2) to aggregate single types of income derived from all jurisdictions for a single year. The result will
be that a taxpayer electing the overall tax credit limitations can only
match specific types of income in one taxable year, and that a taxpayer electing the per-country limitations can match different types
of income only within one jurisdiction and only within one tax period.
Thus, under these proposed modifications, a taxpayer could no longer
use low tax rate income in one country to offset high tax rate income
of another type in a different country in the same year.
Another improvement in the credit system would be to modify the
tax credit equation so as to eliminate from the numerator all income
items from whatever source which are not in fact subject to both
domestic and foreign taxation. This would prevent taxpayers from
taking advantage of income which is either not taxed or taxed at
drastically reduced rates, which may have been established through
bilateral tax treaties, for purposes of avoiding credit limitations. Thus,
'See IRC § 904(f).
12 See note 54 supra.
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the taxpayer would be prevented from aggregating income, either on
3
a per-country or an overall basis, which was not in fact taxed twice.' '
The carryover provisions of IRC section 904(d) may be profitably
eliminated since their existence does not seem to be justified, especially for so great a time-span (eight years). The provisions were
originally enacted 32 at a time when the per-country limitations were
mandatory, and it is at least arguable that had there been an available
election at that time the need for them would not have been so convincing. The reasons advanced by its proponents in the Congress included: (1) differences in allowable income accounting methods; (2)
differences in allowable inventory accounting methods; (3) differences
in reporting foreign exchange profits and losses; (4) differences in
depreciation methods; (5) requirements that fiscal year reporting be
utilized; and (6) differences in averaging devices. 3 3 These palliatives
go more to accounting methods rather than any substantive defects
in the credit system itself and could be more efficiently dealt with
through appropriate regulations. In any event, the existing formulation fails to require any showing by the taxpayer that he fits within
the class of those who were being subjected to the evils at which the
legislation was aimed. Without such a requirement the carryover
provisions merely add another possibility for abuse, and certainly,
even if retained, there is no justification for an eight year time span' 34
Separate treatment of distinct categories of income comports with
the original intent of Congress in granting relief from double taxation. 35 Also, the suggested modifications are economically valid in
that most domestic enterprises operating abroad probably confine
their activities either to a particular income category in a variety of
jurisdictions or to a variety of income producing activities in a single
jurisdiction. The suggested modifications would not affect either mode
' If there were a showing that a tax was levied which would qualify under IRC § 903
as an "in lieu of" tax, then such a tax would be creditable even though the item upon
which it was levied might not be taxed twice. Only in this last situation would there be
any possible inconsistency with the avoidance of double taxation.
IIRC § 904(d) added by § 42a of the Technical Amendments Act of 1957, Pub. L.
No. 85-866, 72 Stat. 1639, with little legislative history. See note 21 supra and accompanying text.
'H. Ra. No. 775, 85th Cong., 1st Sess., 27-28 (1957).
'There is no legislative history indicating the reasons for the original selection of
the eight year period.
"See note 5 supra and accompanying text.
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of operation. A domestic corporation, for example, whose principal
source of income is developing technology and licensing its use through
patent right grants would be able to aggregate its income on a worldwide basis, while a foreign conglomerate subsidiary operating in a
variety of income producting activities but in only one foreign jurisdiction would provide an opportunity for its domestic parent to aggregate income of all categories within that one country. The only
taxpayer who would be adversely affected by these proposed modifications is the one which has conglomerate holdings in multiple jurisdictions, some of which have tax structures with uniformly high rates,
while others have high rates in particular categories only. From a
policy standpoint it would be illogical to alter the proposed credit
modifications so as to provide a more liberal limit for this one possible
foreign investor, because to do so would either result in an extremely
complex statute or else reinstatement of many of the currently abused
provisions.
The present Internal Revenue Code provisions are at best ineffectual and serve only to protect revenues from the relatively poor or
the ill-advised taxpayer. The credit system is currently an unwieldy,
inartfully drawn, and often inconsistent means to accommodate notions of tax equity with tax sovereignty, especially for a nation which
purports to base its taxing jurisdiction on the world-wide income of
its nationals. The foregoing suggested alterations of the credit limitations are in keeping with the regaining of United States control.' 36
of
In a recent article, Stanley S. Surrey, the then Assistant Secretary
137
sovereignty.
tax
of
importance
the
emphasized
the Treasury,
No sovereign can give . . . [a] blank check to the rest of the world, and

we know of no country that does so. As the size and importance of international business increases, the need for each country affected by a
transaction to secure its fair share of the profits produced also increases.
The United States should not be called upon to forego its share of the
tax on the profits generated by international business.

'a' Surrey, Treasurer's Need to Curb Tax Avoidance in Foreign Business Through Use of
482, 28 J. TA-AT oN 75 (1968).
'MId. at 79.
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While regaining control, the foregoing suggestions will also promote
increased revenues and greater tax equity between affluent and not-soaffluent taxpayers. 138
Robert D. Kaplan*
'It
should be noted that some modifications of the credit provisions, relating to the
ease with which an election of the overall limitation may be revoked and certain special
treatment of foreign mineral income, have been made by the Tax Reform Act of 1969.
Pub. L. No. 91-172, 83 Stat. 487. These modifications do not effect the analysis or proposed changes suggested by this Comment.
* Member, Washington State Bar Ass'n. BA., Brown University, 1961; 13)., University
of Washington, 1969.

387

